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RESERVES CONSIDERED IN THIS BULLETIN

HE RESERVES considered in this bulletin are limited to those which
arc provided as a result of the present war and which would not
T
otherwise be required. While other accounting problems arising out of

the war are referred to, the bulletin is primarily concerned with the
treatment of such reserves in the financial statements of organizations
which are substantially engaged, directly or indirectly, in production
for war purposes, or are materially affected by conditions growing out
of the war.
SUMMARY STATEMENT
(1) The committee has previously stated in effect that it is plainly
desirable to provide, by charges in the current income statement,
properly classified, for all foreseeable costs and losses applicable
against current revenues, to the extent that they can be measured
and allocated to fiscal periods with reasonable approximation. In
applying this principle to special reserves for war costs and losses,
experience during and following the first world war and recent
well-defined social trends should be taken into account.
The charges for which the reserves have previously been created
should be applied against the appropriate reserves, and any unused
portion thereof should be dealt with in accordance with general
practice relating to corrections of estimates made in prior years.
(2) Where reserves are created for possible war costs and losses the
amount of which is not presently determinable and which do not
come within paragraph (1), the committee suggests that the provision be shown in the income statement as a deduction from the
income for the period computed on the usual basis. The purpose
and amount of such reserves should be shown as clearly as possible
in the financial statements.
When the costs and losses of this nature are later determined they
should be brought into the income statement, but it is desirable that
1
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this should be done in such a way as not to obscure the results for
the period then current.
(3) Where reserves of the second group (paragraph (2) above) are
relatively large it may be undesirable to use the term "net" income
in relation to any figure in the income statement of either the period
in which the reserves are made or the period in which the costs or
losses are ascertained and brought into account. In such cases, the
following procedures might well be adopted:
I. In the period in which the reserves are created:
(a) Prepare the income statement to show the balance of income remaining after providing for all reasonably determinable costs and losses as required in (1) above.
(b) Deduct from such balance provisions coming within the
scope of (2) above.
(c) State the remainder as the amount of income transferred to
earned surplus.
II. In the period in which the costs or losses are determined and
brought into account:
(d) Prepare the income statement to show the balance of income remaining after providing for all reasonably determinable costs and losses of the period then current.
(e) Show as separate charges in the income statement those
items related to prior periods for which provision was made
in I(b) above.
(f) Show, as a credit in the income statement, a transfer from
the reserves created under I(b) above to the extent that
they have been applied against the items in II(e) above.
(g) State the remainder as the amount of income transferred to
earned surplus.
(4) It is not permissible to create reserves for the purpose of equalizing reported income. Reserves for the purpose of dividend equalization may be provided only by charges against earned surplus; no
charges may be made thereagainst except for dividends or for
transfers back to earned surplus.
DISCUSSION

The object of this bulletin is to present recommendations for meeting war conditions in a manner consistent with accounting principles
previously established. The existing situation presents in acute form
the problem of reconciling two basic accounting objectives: first, that
of bringing charges as nearly as may be into the same accounting
1
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period as the revenue against which they are fairly applicable, and
secondly, that of basing accounting entries as far as possible on objective evidence or on estimates of a reasonably definitive character. In
general, the committee believes that the first of these objectives should
be regarded as the more essential; but this conclusion does not warrant
the presentation of figures in which amounts determined with a reasonable degree of accuracy and in accordance with accepted accounting principles are combined indistinguishably with others representing
mere conjecture.
Limitations of Current Financial Statements

While many items in financial statements are determinable with
substantial accuracy, others involve estimate or approximation and
require the exercise of informed judgments within a comparatively
wide range of reasonableness. There is increasing recognition of the
fact that the significance of periodic financial statements is limited
accordingly. The tentative character of such statements is accentuated
under war conditions because of the change in methods of doing
business and because accounting measurements are largely dependent
on the course and duration of the war. Current financial statements
are, therefore, necessarily less indicative of such things as earning
capacity, ability to pay taxes, and capital value than statements prepared under normal conditions.
This committee has in the past emphasized the dangers of attaching undue importance to a single figure such as "net income per
share." It feels that today the danger is so great as to make undesirable
in many cases the presentation of a figure designated without qualification as net income. Suggestion is therefore made of the special form of
income presentation set forth in paragraph (3) of the Summary Statement. It is recognized that other procedures may be desirable, in the
judgment of management and the independent auditor, to reflect the
circumstances peculiar to various types of business enterprises or
further changes in business conditions.
The committee has also recommended extension of the practice
of including comparative statements in the annual reports of corporations. Under existing conditions, with pronounced changes in the
nature of business transactions and other altered circumstances, in
many cases current statements of income may not be fairly comparable
with those of prior periods; it may be desirable to emphasize the lack
1
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of comparability in the presentation of financial statements in such
cases.
Special War Reserves
An appendix to this bulletin contains a list of typical items for
which reserves may be needed. Corporate management and accountants should give careful consideration to these and similar items in
order to decide upon the necessity or advisability of providing therefor.
In its first bulletin, the committee said: "The test of the corporate
system and of the special phase of it represented by corporate accounting ultimately lies in the results which are produced. These results
must be judged from the standpoint of society as a whole—not from
that of any one group of interested parties." On the basis of experience
in and after the first world war and with the expectation that there will
be similar adjustments and dislocations of business after the present
war, the utilitarian concept of accounting should prompt accountants
and others to encourage the establishment of special reserves for costs
and losses arising out of the war.
Recognition of the necessity of such reserves is important, not only
in the interests of the business enterprise, but in the interest of the
national economy as a whole. The government might well take account of this fact in its fiscal policies generally and in respect of taxation. It would be wise on the part of the government to give consideration to the recognition of provisions of this kind as deductions
in the determination of taxable income, subject to necessary safeguards
in regard to the ultimate disposition thereof. Such a policy would
tend to make taxable income more nearly reflect real income, since
these reserves are intended to give recognition to costs and losses
related to the war period which are real, though in many cases they
cannot now be definitely measured.
It is to be noted that reserves for many of the items listed in the
appendix have the effect of reducing the stated amount of fixed assets,
while other items, such as restoration of facilities or separation allowances, will require expenditure of funds in the future. It should be
emphasized that the creation of reserves for items of the latter kind
does not, of itself, provide funds to meet the expenditures. Such expenditures can be made only from funds of the corporation available
at the time. The creation of the reserve serves an essential purpose,
however, in indicating the necessity of conserving assets rather than
paying dividends.
1
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ACCOUNTING TREATMENT OF SPECIAL WAR RESERVES

The committee has stated that "over the years it is plainly desirable
that all costs, expenses, and losses of a business, . . . be charged
against income." Applying this principle to present-day conditions,
war-time revenues should be charged with all reasonably determinable
costs and losses fairly applicable thereto. Specific charges in the
income statement should, however, have a reasonable basis of measurement and of allocation to fiscal periods. It will be difficult in some
cases to follow this general rule in view of the uncertainty as to the
duration of the war and the course of post-war adjustment. Much will
depend on the judgment of the management in the circumstances of
each particular case, and margins of error will doubtless be greater
than in normal times.
While no attempt is made in this bulletin to classify specific reserves,
they fall, for accounting purposes, into two groups: (a) those reserves
or parts of reserves which must be provided in order to conform to
accepted principles of accounting, and (b) those additional reserves or
parts of reserves created in the discretion of management as a matter of
conservative business administration, but which are not presently determinable within the limits necessary for definitive accounting statement.
Reserves for such items as accelerated depreciation and accelerated
obsolescence, amortization of emergency facilities, and deferred maintenance, will ordinarily fall in the first group. Reserves for such items
as separation allowances to employees (where there is no legal obligation to make payment or no established policy) and losses due to
excess capacity after the war will ordinarily fall in the second group.
Some reserves may fall in part in each group. Doubts as to proper
classification should be resolved in favor of inclusion in the first group.
Items in the first group should be deducted in arriving at any figure
described as net income; items in the second group should be shown
as extraordinary deductions from net income. If the alternative
recommended in paragraph (3) of the Summary Statement is adopted,
items in the first group should be treated as proposed in I(a) thereof;
items of the second group should be shown as in I(b) thereof.
1

Disposition of Reserve Balances
Charges, in the case of reserves of the first group mentioned above,
should be made against the reserves and any unrequired balance
should be included as a separate item in the income statement after
1
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operating profits or, in exceptional cases, as a credit to earned
surplus. Charges against reserves of this kind should be limited to
those for which the reserves were provided.
Charges, in the case of reserves of the second group, should ordinarily be shown in the income statement according to the usual rules
of classification, and an equivalent amount of the reserve shown as an
extraordinary credit. Any unrequired balances should be transferred
to earned surplus. Where charges of this kind are relatively large, the
accounting procedure may well be such as is indicated in paragraph
(3) of the Summary Statement.
Equalization Reserves
It has long been established in accounting that reserves may not be
used for the purpose of arbitrarily equalizing the reported income of
different accounting periods. Reserves for dividend equalization have
no relation to the determination of income, and such reserves should
be created only by charges to earned surplus. No charge may be made
thereto except for dividends or for amounts returned to earned surplus.
1

APPENDIX
(1)
(2)
(3)

PURPOSES FOR WHICH RESERVES M A Y BE PROVIDED

2

Accelerated depreciation of facilities as a result of intensive use
and of operation by less experienced personnel.
Accelerated obsolescence of facilities due to intensive research
during the war in an effort to increase productive efficiency.
Amortization of the cost of rearrangement and alteration of
existing facilities which will probably be rearranged in the postwar period.
(4) Amortization of the cost of additional facilities acquired, the
usefulness of which is expected to be substantially reduced at
the termination of the war.
(5) Losses which may be sustained at the end of the war in the disposal of inventories useful only for war purposes, or in the adjustment of purchase commitments then open, including any

Accounting Research Bulletin No. 8.
This list sugge
must or may be provided, as discussed in this bulletin. It does not include all such
costs and losses, and no attempt has been made to distinguish the items for which
provision is discretionary.
1

2
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(6)
(7)
(8)
(9)
(10)
(11)

amounts which may be paid for the cancellation of such commitments.
Losses which may be sustained in the disposal of inventories not
necessarily applicable to war production, due to decline in the
price level, which, on the basis of past experience, usually follows
a pronounced rise in prices.
Repairs and maintenance deferred as a result of pressure for war
production.
Restoration or alteration of facilities to peacetime production
at the end of the war, if it is reasonable to assume that such
restoration or alteration will then be made.
Separation allowances which may be paid to employees who are
discharged at the termination of the war.
Losses from destruction of property as a result of the action of
armed forces or from seizure thereof by the enemy.
Decline in the useful value of plant and equipment due to excess
capacity resulting from war construction.
The statement entitled "Accounting for Special
Reserves Arising Out of the War" was adopted by
the assenting votes of twenty members of the committee. One member did not vote.

NOTES
1. Accounting Research Bulletins represent the considered opinion
of at least two-thirds of the members of the committee on accounting
procedure, reached on a formal vote after examination of the subject
matter by the committee and the research department. Except in cases
in which formal adoption by the Institute membership has been asked
and secured, the authority of the bulletins rests upon the general acceptability of opinions so reached.(SeeReport of Committee on Accounting
Procedure to Council, dated September 18, 1939.)
2. Recommendations of the committee are not intended to be retroactive, not applicable to immaterial items. (See Bulletin No. 7, page 3.)
3. It is recognized also that any general rules may be subject to
exception; it is felt, however, that the burden of justifying departure
117
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from accepted procedures must be assumed by those who adopt other
treatment. (See Bulletin No. 7, page 3.)
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